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Arneritech Illinois witn.ss Or. Ko,..;czyk testified that Or. Cornell utilized an
erroneous ~dure for un-levering and re-Ievering in determining the d.a which he
utilizad in his CAPM analysis. He noted that since Or. Come" re-leverec:l each
comparable company to a capital structure of 82~ equity and , 8% debt. it is
inappropriate to use, as Dr. Cornell does, a capital structure of 75% equity and 25°4
debt to calculate a WACC. In addition, Or. Korajczyk noted that Or. Cornell
inconsistently weighted Ameriteeh versus the other comparable firms in calculating the
OCF and CAPM equity cost of capital. When Ameriteen ha. a lower cost than tne other
comparables (the OCF analysis), Or. Cornell gives Ameritec:t1 a weight of 25% relative
to the other comparable firms. However, whan Ameritech has a higher cast than the
other comparables (the CAPM analysis), Dr. Cornet, ascribes a weight of only 14.•% to
Ameritech lIIinoil relative to the other comparable firms. The Company noted that
although Dr. Comell criticized Mr. Domagala's market-risk premium estimate because it
relied on Ibbotson data going back to , 926. Or. Cornen himself panly retied on data
going back to , 802, which he acknowledged included even 'e•• complete data.

Ameritech Illinois also pointed out that the CAPM and DCF methodologies Dr.
Cornell employed in this proceeding differed from the advice that he gives in his
published textbook, Corporate Valuation. For example. the textbook notes that to avoid
problems of data mining, the entire period from '926 to tne pre.ent should be utiliZed.
or as a next best substftute, the post-war period from '945 to the present. His textbook
warns that finer partitioning of the sample data, even if done with tha best intentions,
raises the speeter of introducing bias, The four nistorical time periods upon 'Nt'Iich Or.
Cornell in part retied in deriving his recommended mar1cet risk premium, however,
contain finer partitioned perrods from 1951 to 1995 and 1971 to 1995, Tne Company
noted other inconsistencies, including Dr. Comell's use of an annual DCF model in this
proceeding as opposed to the quarterly compounding DCF mod.I utilized In his
textbook to illustrate the appropriate application of the DCF methodology, as well as Dr.
Cornell's consideration of both the arithmetic and geometric average of past returns for
purposes of this case, whereas his textboOK advises that the best estimate of expected
returns is the arithmetic average of past returns.

Amerltech t1Jinois also noted that in determining his risk premium, Dr. Cornell
started with the S& Poor 500 Index but then limited the sample to firms that pay a
dividend at at least 3%, wt1ich shrinKS the sample from 500 to 50 firms. These firms are
generally larger firms, and since smaller firms historically have earned higher risk
premiums than larger firms, the net effect of this limItation is to hold down the rIsk
premium. The Company Illinois maintains that because of the errors in Or. Cornell's
analysis and because he failed to sufficiently explain the significant deviations from the
methodologies he advises in his published textbook, Dr. Cornell's cost of equity
analySIS should not be relied upon in this case.

Staff criticized Dr. Cornell's DCF analysis because it did not reflect quarterly
compounding of dhJidends. (AT&T/MCI JOint Ex. 4,0 at '3-14). As a result. Dr. Cornell
introduced a downward bias to his DCF cost of equity estimates by ignoring tne fact
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thet investors are ~re that dNidends ant normaUy paid quartany end reflect this
e.pectation in their required rllte of return. BacIIuse of the oppottunity to reinvest
dividends and the time value of money, investors assign greater value to quarterly
dividends than to a ye.r-end annual dividend. (Staff Ex. ~.O, Schedules 4.03 and 4.04,
Staff Ex, 4.01 at 2).

Staff also maintained that Or. Comell erroneously averred that using the
qua"erly DCF mode' to develop the allowed rat. of ,etum \YOu'd cause the companies
to eam •an effedive rate f"ligher tf"lan the allowed rate because of monthly
compounding.- (AT&T/Mel Joint Ex. 4.0 at 38). Ms. Nicdao-Cuyugan testified that Dr.
Comell made the unsupported assumption that utilities continuoYSly receive positive
net cash flows monthly and that they are able to reinvest those net positive cash flows
consistently at a return equal to their respective cost of capital. (Staff Ex. 4.01 at 2).
However, utilities experience cash outflows, collection lags, and regulatory lags which
c:an result in negative net cash flows in certain months, adv....ly affecting the utilityJs
effective earned rate of return. Moreover, even if the timing of • utility's cash flows
caulesthe utility systematically to receive earnings in excess of Inveltor demand., she
testified that the adjustment should be made to the utility's working capital and not its
cost of capital. (ld. at 3). Working capital adjustments are designed specifically to
compensate the utility for differeneas that exilt between the time it expends money to
provide service and tne time it is reimbursed for that service.

Staff noted that Dr. Cornell utilized a non-constant growth DCF model based on
GNP growth estimates as the long-run growth rate because he believes that five-year
(Ushort-runa

) analyst earnings per share ("EPS-) growth estimates for t.'ephone
companies, such as 30%, are not sustainable into perpetuity. (AT&TIMCI Joint Ex. 4.0
at , 4). Staff questioned his rationale. A review of the five-Vear analyst growth rate
estimates he obtained for his sample and Ameritech do not include a 30% growth rate
Rather, his growth rates range from a low of 3.8% to a high of 14,5'''-, or 8.5'/0 on
average. (Ibid., Attachment BC4). Second, for a campany's EPS growth rate to decline
to the growth rate of tf"le economy, 85 Dr, Corn.U's model assumes, that company's
earnings retention ratio must fall. A. falling earnings retentIon ratio will cause Ameritech
Illinois' eamlngs per sh.r. and dividends per snare growth rates to diverge. In whIch'
case its EPS growth rate cannot be used as a proxy for its dividend per share growth
rate. As the earnings retention ratio falls, the near-term dividend per snare growth rate
will temporarily increase abOve Its current level until the new long-term earnings
retention ratio 15 achieved. At that time, the diVidend per share growth rate would have
declined to its long-term level that Will equal the EPS growth rate. Ms. Nicdao-Cuyugan
testified that the present value of the near-term Inq•••' in dividends will equal the
present value of the future declIne In diVidends, (Staff Ex. 4.0' at 3-4) As a result, the
cost of common equity estimated using a high short-term growth rate in a constant DCF
model will equal the cost of equity estimated using a low long-term growth rate in a
non-constant DCF model. (Igj,st).
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Ms. Nicdao..Cuyupn testified that botn competition in the financial marketplace
and regulation drive a firm's expected return on common equity (R ) to equal Its
required retum on common equity (K.). (Ibig.). To be concerned, like Dr. Comell, that
tne use of nigh shOtt..term earnings growth rates will resutt in an upwardly biased
••timate of K... one must implicitly assume that the R of the firms in his sampl. .r.
gr••ter than their K•. (Ibid. at 4), Tnis assumption would imply that telecommunications
markets are both unregulated and not competitive. This is unlikely given that the
im~tu. for telecommunications deregulation stems from the belief that com~tition will
lower prices. Furthermore, Or. Comell did not demonstrate that the investor-expected
R of telephone companies exceeds their K. (Ibid.).

Commission Analysts and Conclusion

The Commission rejects Amentech Illinois' contention that increased risks
arising from the provision of unbundled network elements necessarily require, or
should create an expectation of, an upward adjustment to any previously calculated
cost of capital. Both the OCF and CAPM methodologies used by Mr. Oom••, Dr.
Corne" and Ms. Nicdao-Cuyugan are market measures of the cost of capital. Thus the
market's perception of the degree of risk confronting the Company already has been
captured in these analyses Moreover, the cost of capital determined in this
proceeding is intended to be used for establishing prices for a subset of its services,
primarily what the FCC characterized as "bottleneck monopoly servicesll which are
necessary for competition. The FCC Order acknowledged that incumbent LEes are
likely to face increased risks from competition which might warrant an increased cost of
capital, but suggested that currently authorized rates of return were a reasonable
starting point for TELRtC calculations. The FCC itself initiated an inquiry into whether
the currently authorized federal 11.25% rate of return was too high given the current
marketplace cost of equity and debt. Despite that, Ameritech Illinois is advocating an
e'len higher cost of capital. Finally, we wOYld observe that if the UNE and
interconnection marteets are truly as competitive as the Company suggests. then there
would be little purpose in requiring the unbundling of the incumbent LEC's facilities in
the first place.

The Commission concludes that the cost of equity analyses prOVided in this
proceeding form an appropriate basis for determining the WACC for use in the TELRfC
studies. The cost of e~ulty analyses do reflect a number of technical differences of
oprnion between the expert witnesses. Since the evidence indicates that there are
advantages and shortcomings In each of the studies I)resented, we must weigh all of
these factors and identify which approacn overall yields the most persuasi'le cost of
equIty estimate.

At the outset we agree with Staff and ATT/MCI that the 340 basis point range in
Mr. Domagola's overall cost of capital is so unusually WIde as to provide little support
for Mr Palmers ultimate selection. We also are concerned with a number of speCifiC
assumptions and calculations Ameritech Illinois made in its analysis. As Staff pOinted
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out there.,.. pr0b4am. with inclusion of some of the firms in Mr. Domagola's peer
gro~., bOth In the DCF ancl CAPM analyses. More importantly. hi, CAPM .stimates
.. biased upward because they are contingent upon betas from • regression modal
that indicates neplive alph.., which is at odds with tradltiona' CAPM theory.
Furthermore, the 1.25 beta coefficient is an autlier from other telephone halding
campeny bata. presented by Mr. Domagola and implies that the Company, whiCh is still
primarily a monopo'Y, is much rilkier than the markat al a Whole. Th. beta is also
inconaistent with betas the Company used for internal purposes. Mr. Comagola also
utilized a non-constant growth OCF model which we have generally disfavored.

The racord shows some nllatively minor criticisms of Or. Cornell's cost of equity
analysis which are r.adily disposed of. Ameritech lIIinoi, criticizes the assumption of a
zero debt bata in levering and relieving raw betas in his CAPM anatysis. However, as
Or, Comell explained, incorporating a non-zero debt beta in his analysis would hava an
almost imperceptible impact on his recommended overall COlt of capital. W. also do
not find persuasive the Company's argument that certain aUeged inconsistencies
between Dr. Cornell's analysis and his textbook suggest -data mining: A closer
examination indicate. that the.. inconsistencies are non-existent or overstated.

We are concemed however, about an apperent inconsistency in weighing
Ameriteeh versus the other compereble firms in Dr. Comell's calculations. The
Company witness Dr. Korac:zyk noted that when Ameritech nas a lower cost than the
other camperebles (the OCF analysis), Or. Cornell gave it a weight of 25% relative to
the other comparable firms. Howeve" when Amaritech has a higher cost than the other
comparables (the CAPM anajysis), he ascribes a weight of only 14.4% to it r."live to
the other comparabfe firms. In addition, he introduced a downwerd bias in the OCF
analysis by not reflecting the quarterly compounding of dividends. He also used a non
constant growth DCF model.

Overall, we aAl most comfortable with Ms. Nicdao-Cuyugan's cost of equity
analysis as the most reasonable and well-supported analysis presented in this record.
Even Ameritech Illinois conceded that the methodologies Staff utilized to determine an
appropriate cost of equity were not necessarIly unreasonable. and that they did not
yield results whieh were unreasonable for purposes of determining a weighted average
cost of capital. We conclude that her cost of ~uity analysis should be adopted without
modification"

c. Cost of Debt

PositIon of Ameritech illinoIs

To arrive at his range of reasonableness far the Company's WACC, Mr,
Domagola used a 7% cost of debt, which represents Am.ritech's approximate currant
market cost of debt. He based that figure on the , O-year treasury bond Yield of 6.6%
as of October 10, 1996. plus an additional borrowing spread of 40 basis points for
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telephone companies with a credit rlting similar to Ameritech. (AI Ex. ~.O, at 16). As a
check on the 8CCUracy of this m..sur., h. also obtalne<' the Ylel<' curve from
Bloomberg as of October 10, 1H6 showing the relltionship between the 'O-y.r
treasury and ,o-ye.r dabt issued by a telephone company borrower rated AAA-AA,
simil.r to Ameritech. This reflects a spread of 35-42 basis points for 10-year debt.

Position of AT.T/MCI

In hil WACC analysis, Or. Cornell recommended. cost of debt of 7.46%. Me
testified that the best estimate of the cost of debt for purposes of these proceedings is
the weighted avenloe cost of.II of Ameritech's outstanding issues. He derived nis data
from S&P Bond Guide.

Position of Staff

Ms. 'Nicdao Cuyugan estimated what she considered to be the Company's
marginal cost of both shot1-term and long-term debt. She estimated the marginal cost
of shOI1 term debt to be 5.53%, based on the average yields of " 3, and 6-month
commercial paper as of January 23, 1997. She .stimated Amenteen Illinois' -marginal·
long-term cost of debt based on the average COlt of newly issued 3O-ye.r AAA-nIted
utility bonds as of January 23, 1997. That colt is 7.&4%. Staff asserted that the
Commission should adopt its marginal cost of long-term dabt because Staff believes it
reflects the incremental costs that would be incurred by Ameritech Illinois if it issued
new debt. Ms. Nicdao...cuyugan indicated that the Commission should re;ed Or.
Cornell's estimate because it did not refled the incremental cost but rather the yield to
maturity of Ameritech's currently existing long-term debt. She also recommended
rejection of Mr. Domagola'seslimate because it does not take into account the cost of
long-term debt with maturities exceeding 10 years.

In Its Reply Brief, Am.rit.en Illinois notes that neither Mr. Domagala nor Or.
Cornell felt it necessary to break down tne cost of debt for purposes of calculating a
WACC into long and short term debt. It also noted tnat, when utiliZing a market-based
capital structure where the debt component is SUbstantially less than on a book baSIS,
the results of breaking down the debt component into short and long-term debt are not
likely to have a material effect on the resulting WACC

Commission Analysis and Conclusion

We will utilize Staff's proposed cost of debt because it is conceptually consistent
with the methodology we have accepted for the calculation of the forward-looking cost
of capital. Tnat proposal provides the most accurate determination of tna incremental
cost of new debt.

Having previously adopted Staff's proposed methodology for the determination
of the appropriate capttal structure, cost of equity and cost of debt, and having
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determined th8t no adjustments are required to S~fr's c:ak:utatians, we condude that
Amerltech Illinois should utilize a WACC of 9.52'M. in its TELAte studies.

z. Depreciation

Overview

This saction pre.ents the parties' positions on the appropriate depreciation rate
assumptions to be used in Ameritech's TELRIC studies. The parties agreed that
economic lives snould be used to estetisn depreciation rates but they were unable to
agree on which economic life assumptions should be used. The longer the economic
lives, the lower the depreciation rate and hence the lower the cost per unit, all else
being equal. Conversely, the shorter the economic lives, the higher the depreciation
rate and hence tne higher the cost per unit. all else being equal.

Ameritech lIIinais Posltlan

Company witn.ss Marsh presented his recommendations for ranges of economic
lives and Company witness Palmer picked ttle ecancmic lives used far the Ameriteen
studies from the range presented by Mr. Marsn. (AI ex. 3 at 10 and Tr. 1001-1003).
The depreciation life ranges Mr. Marsh recommended were bIIsed on his review of the
lives which are being used for financia' reporting purposes by other
telecommunications providers who provide services similar to the Company's, the
recovery periods that the IRS allows for central office equipment and outside plant, and
the lives permitted by the FCC for c:able company cost studies. (AI Ex. 5.0 ilt • and Tr.
at 981 -982 and 990·991). In addition he claims that he considered numerous
additIonal factors including, but not limited to changes in the marketplace, changes in
regulation, ICC Orders, literature in the field of depreciation and recently announced
technological developments. Based on his analyses, Mr. Marsh recommended
economic depreciation life ranges of 5-10 years for digital electronic switching
equipment, 5-10 y••rs for digital ~rcuit equipment, and 10-15 years for outside plant
eqUipment. In its TELRIC studies. Ameritec:h illinoiS used forward-looking economic
depreciation lives of 7 years for digItal switching equipment, 7 years for dlgltll circuit
equipment and 15 years for outside plant equipment. It asserted that these economic
depreCiation lives are the same as those currently used by Ameritech for financial
reporting purposes. In addition, It claimed that they are consistent with the economic
lives used in LRSIC studies by Amerltech Ohio (since 1991), Ameritech MichIgan and
Amentech Wisconsin (since '993) and Amerltech Indiana (since 1994).

Mr. Palmer testified that Amentech Illinois found it necessary to snonen the
depreCiation lives of networK elements from those used In eanier studies In illinOIS to
reflect the risk associated with added competition and increased demand for state-of
the-an network elements that is developing. (AI Ex. 3 at 9). Dr. Aron testified that
opening the market to competition qUickens the pace of obsolescence because when a
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merkel mo".. from a protected monopoly to one in which entry is permitted and
competition is encouraged, th.... will be demand by members of that industry for the
most capable and efficient preductive assets that are used to service the market. (AI
Ex. 6.1 at 33-34). The Company maintains that the lives used in Ameritech's LRSIC
stuaie. do nat adequately reflect appropriate economic life assumptions now thet the
palsage of the Telecommunications Ad has altowed campetition in th,. local eXchange
marKet. It agreed with AT&T witness Henson's suggestion that the Inputs to the
TELRIC studies such as depreciation rates and cost of money should be the same for
retail services on a going-forward basis.

ATTIMCI witness Majoros criticiZed Mr. Marsh's constderation of the FCC
established depreciation lives for th. cable television indUstry as an input into his
recommended depreciation lives. He also criticized Mr. Marsh's consideration of the
IRS- allowed five-y••r Iif. for switching and central office equipment, indicating that
there is a difference between a recovery period and 8 depreciation life.

In response, Ameritech Illinois noted that Mr. Majoros conceded that
technological developments could render plant obsolete and that the retevant time
frame in which to consider whether a particular technology has the potential to bypass
and render existing plant obsolete is the time period that is encompassed within the
economic service lives the Company proposed in this proceeding. Tnus, it maintains
that the ability of AT&rs announced wireless technology to bypass the local eXchange
network within the 7 and 1S-ye.r depreciation live. proposed herein for switching and
outside plant is of great importance to any accurate appraisal of the risks surrounding
the UNEs at issue in this proceeding.

With regard to his consideration of the FCC depreciation rates prescribed for the
cable television industry. Mr. Marsh noted that that industry is a major potential
competitor group to Ameritech Illinois, which utilizes coaxial and fiber distribution
networks that could be utilized for two-way telephone conversations, bypassing the
local eXchange network. In addition, he noted that from a methodological standpoint,
the FCC asked the cable television companies what they were using for depreciation
lives. then took the 'average and prescribed a range based on what the cable television
companies themselves chose to use for their own purposes. He indicated that this was
markedly different from the FCC's approach ,n prescribing depreciation rates in the
telecommunications industry Mr. Marsh also stated that Mr Majoros' criticism of the
IRS five-year depreciation provisions fails to dISCUSS the pOSSibility that the stimulating
effect of the IRS rates comes from tne application of an approprIate recovery penod,
not an overly long recovery period as previously prescribed by regulatory bodies.

AT&T/Mel also criticized the Company's proposed economic depreciation rates
because it failed to conduct an independent study of the demands of new entrants for
the UNEs at issue herein. Ameritec.n Illinois responded that the new entrants are not
only its potential customers, they also are direct competitors whose goal is to capture
Its local exchange market. Mr Marst"l testified that these competitors are reluctant and
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in fact have refused to provided demand information to AmeritllCh Illinois. He also
noted that AT&T refused to supply such inform.ion regarding its newty announced
wintle.. network end that this Commission denied Amarltac:h illinois' attempts to
compel dllCOYery ~.. to the technica' capabilities and demands of that s~stem. It
explained thllt, in the face of tM inllbility to obta'n demand data from competitors.. Mr.
Mersh cansidered an array of factor. which. tOld'*' wjth his 20 years of professIonal
experience, formed the basis for his recommended range of depreciation lives.

AT&T/Mel Position

Mr. Majoros state. that the equipment live. proposed by Ameritec:h are not
reasonable estimates of the revenue-prcducing lives of UNEs. He recommends that
live. prescribed by the FCC for Ameritech Illinois in the FCC's' 995 annual update of
its depreei8tion rates be used for establishing TELRIC rates. (AT&TIMCI Joint Ex. 4.0
at 4-5). He pointed to a number of indicators to demonstrate that tna FCC's prescribed
lives are forward-looking. He noted that in the mid-19110s, the FCC direded its staff to
set live. baaed on forward-looking plans and technological developments. (AT&TIMCI
Joint Ex. 5.0, at 5). He also pointed to the rise in the depreciation reserve level over
the last decade as an indicator that the FCC's lives have been forward-looking. (ld.! at
6-9). Moat importantly, Mr. Majoros noted that the FCC's life prescriptions for
Ameritech Illinois .... significantly t.'ow Amefit.ch's his,toricallife indications. Thus, if
the FCC heavily relied on this data, as Ameritech .sserted, it would be impassible for it
to have prescribed lives so significantly below its historical life indications. (AT&T Joint
Ex. 5, at 9 and Attach. 5). Mr. Majoros also disagreed with the depreciation rates
proposed by Ameritech Illinois in part because he disagrees with its perception of the
risks assOCiated with added competition and increased demand for state-of-the-art
elements.

AT&T witness Henson states that Ameriteeh has not offered any persuasive
eVidence of why lives should be shortened and proposes that the lives Mr. Majoros
recommended be used for establishing TELRIC rates. (AT&T Ex. 1.0 at 42). AT&T and
MCI pointed out that, aUhough Ameriteen cJaims that demand for UNEs will necessitate
shorter I,ves. Mr. Marsh failed to conduct any stUdy of that demand. Thus, AT&T
submitted that Ameritech's lives are simply reflective of financial accounting lives that
Ameritech and other telecommunications carriers used for SEC financial reporting
purposes, which are based on conservative general accounting principles that have no
place In a TELRIC proceeding.

Mr. Marsh replied that the FCC's simplification of its depreciation represcnption
practices is not evidence of a new forward-looking orientation because these
simplification orders base their ranges of depreciation factors on the average of the
then current FCC prescriptions for all the compani•• the FCC prescnbes. These
prescriptions do not reflect the companies' own views of the future of these accounts.
but continue to reflect the FCC staffs imposed views, from which an average is then
taken.
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LiIc8WiH, Mr. Marsh testifted that trends in depreciation reMtVe levels are not
evid.nee of • new forwera-tooking appra.ch by the FCC because they Itill are ba..d
significantty on historical data. He alSO indicated tha~ accrual rates Brenat necessari~y
equivalent to projection liv. and that the accrual.s Just one of several faders used In
catc:ulating tne r.serve level. He indicated that increase. in the reserve do not
necessarily me.n that it is at the correct Iev.', or that the FCC has set appropriate
rates.

Mr. Marsh testified that Mr. Majoros was incorrect in maintaining that an accrual
rate much higher than the current retirement rate indicated that the retirement rate will
be much higher in tne future, noting that the accrual rate contains several factors. A
higher depreciation rate than current retiremeni rates easily may be a result of the
reserve factor of tne rate calCYlation or highly negative future net salvage rates or
inadequate re.erves due to inadequate previous prescriptions. For these reasons, he
indicated that no conclusion can I)e drewn about retirement rates simply by reviewing
the movement of the reserve.

Mr. Marsh also disagreed with Mr. Majoros's contention that AmeritllCh Illinois'
proposed depreciation rates will collect an unwarranted capital contribution from new
entrant carriers, claiming that Mr. Majoros confuses capital contribution with capital
recovery.

Staff Positian

Staff witness ....ndricks states that economic life is a measure of how long the
equipment can be used bafore it becomes obsolete or inadequate. He opines that
equipment should be considered obsolete if there ;s a technologically improved or more
economically efficient type of equipment to replace it. Equipment should be considered
Inadequate if it lacks the ability to handle an increase in demand and therefore needs
to be replaced with equipment that can handle that increase. (Starr Ex. 5.00 at 4). Mr.
Hendricks is not convinced that Ameritech's elements will become obSOlete or
Inadequate in the foreseeable future and states there is no Justification for Ameritect,.s
proposal to decrease the economic lives of equipment. (Staff Ex. 5.0 at '0 and Staff Ex.
5.02 at 11). He noted that in Docket 92..()4Al&8, the Commission acxepted Staff's
recommendations with respect to the establishment of depreciation lives for four major
Amerltech accounts. Staff concluded that Ameritech's own demand forecasts indicate
that It expects demand for UNEs to Increase, although not to the pOint wnere demand
would outstrip capacity. Based on those demand forecasts, Staff funher concluded that
Its equIpment and plant relating to UNEs is neither obsolete (since expected demand is
Increasing) nor inadequate (since demand is not so great that its current equipment
could not handle the expee:ted volume). Since Ameriteen's own demand forecasts
rndicate that its plant and equipment face neither obsolescence nor Inadequacy, Staff
submitted that its proposed lives are too short. Staff Ex. 5.00, at 9-' 3).
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Staff witness Gasparin a;ree. with Ameritech that the r.lecommunications Act
does provide a fra....-work for campetiti~ in the loCal .xcn.... but conclude. that the
rat•• ordered by the Commls.lon in Docket 12~4.1 we ,till approptt•• beca.l.e local
exchange service remain. the domtIin of the LEe. Staff recommends that Ameritech
usa the lives ordered by the Commission for tne Company's LRSIC studi., in Cocket
92~1J93~23' for establishing TELRIC rate. becau.. tnuetives are baNd on an
economic life amllysi' and lIN _propriate from a policy perspective. (Staff Ex. 5.00 at
13-14. Staff Ex. 5.01 at 3, Staff Ex. 5.02 at 10). The•• recommended lives are 18 years
for digitaleledronic equipment, 13 years for digital circuit equipment and from 5.3 to 65
year. for outside plant. The deprecitltion life for aerial fiber optic cable was not
8statllished in that docket, 10 Mr. G..~rin recommends that ••reciation Iif. of 27
y••rs be established for aerial flber optic cab" in this docket. (Staff Ex. 6.02 at 17 and
18).

Staff maintain.d that the depreciation lives thllt the Commission established in
Docket 92-Q.448 are forward·looking becaus. they consider the possibility of
obsolescence. As the FCC states in paragraph 702 of its FCC Order, tne incumbent
LEes' elements are bottleneck, monopoly services, that do not now face significant
competition. Staff maintains that Amerttech Illinois has not ~ed any persuasive
evidence to suggest its elem.nts are not bottleneck facilities or that it should be
allowed to use different depreciation rates than tn. rat.. already approved by this
Commission.

Ameritech Illinois countered that the proceedings in Docket 92-o~3-0239
were initiated approximately five-years ago and that such rates cannot possibly comply
with the forward-looking cost m.thodology and standards contained in tne Act and the
FCC Order. Mr. Marsn noted that ttl. av.rage lif. prescnptions that the Commission
established in that Docket relied in part upon the 1991 FCC prescription of depreciation
rates for Ameritech Illinois and that this Six-year old prescription has been superseded
at least twice. He also indicated th.t the Staff recommendations are based upon the
hlstoncal physia.1 life of the plant, .s evidenced by Mr. Hendricks' reliance upon the
1993 recommendations of Mr. Gasparin and the 199' FCC prescription of federal
depreciation rates. In both cases he noted that tnese dated studies deal with the total
Investments in each of the Part 32 accounts maintained for Ameritech Illinois by the
FCC, rather than the latest and most efficient equipment which the TELRIC
methodology requires to be utilized in cost studies supporting UNE pricing. In addition,
Company witness Dr. Aron testified that even if the FCC's 1995 prescriptions were
correct at the time, they could not possibly be correct today. because thev could not
Include consideration of the passage of the Ad itself and the FCC orders implementing
It, wtlich are deSigned to stimulate and promote competition. Nor could they conSider
the fact that opening the market to competition Quickens the pace of obsolescence and
the fact that Ameriteen Illinois' obligation to provide UNEs to its own competitors
Involves a significant risk of stranded plant. because the investments that it will have to
make In order to satisfy its duties under the Act are substantially different in nature than
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the i,westments that it has made in tne past. and there is no continuing obligation on
the part of its competitors to purchase the UNEs at issue herein.

Commission An_lysis and Conclusion

While it is true tnat under the alternative 'etulation ptan approved in Docket 92
0448 tne Commission granted Ameriteen lIIinola the freedom to establish its own
depreciation rates. we rejected tne recommendation of the Healing Examiners and
expressly reserved control over those rates for cost study purposes. The Company's
nearly tatal r.'iance on the service lives used for financial reporting purposes is
therefore inconsistent with that decision and is misplaced. We do not believe that
financial accounting lives are II suitable proxy for economie lives, as they are often
driven by corporate financial Objectives, and refteet accounting rules biased toward
canservatism.

We are unwilling to adopt Ameritec:h Illinois' i/I-defined and largely judgmenta'
calculations of economic lives and abandon the traditional engineering and economic
principles which we have utilized in the past. Th. specifics of the Company's proposal
are not supported by a sufficient quantum of evidence. Although it assens tl"l8t service
lives must be shortened in order to ensure that they are consistent with the new
competitive environment, it provided very little hard evidence justify1ng either the range
prepared by Mr. Marsh or the adual depreciation economic lives Mr. Patmer selected.
For example, Ameritech Illinois proposes an economic life of 30 ve.rs for poles, which
is down 'rom 39 years in current LRSIC studies. It provides no explanation for this
change which we can evaluate. Have there been exciting new developments in
telephone pole technOlogy? Does it expect its poles to break under the weight of its
competitors' attachments?

Even if we agreed with the Company's argument that new entrants will increase
the demand for qstale of the art' network elements. we do not have a sufficient basis for
concluding that tnat justifies the drastic revisions to the service lives used in its current·
cost studies. While we have so,."e sympathy for the complaint that It has diffiCUlty
obtaining information from its potential competitors, that is no excuse for the almost
total absence of corroborative factual evidence Mr. Marsh did not share the content of
any discussions he may have had with Ameriteen planners, he conducted no
Independent UNE demand study, he did not review the demand forecasts used in Its
TELRIC study, he did not identify a single new technology demanded by new entrants,
nor did he consult with its engineering group to determine appropriate economic lives
for digital switching, digital circuit and outside plant.

We think it is reasonable to expect that if the new competitive environment is
trUly creating changes in the economic lives of the Company's plant assets it would be
reflected in its own internal operations. For example, if the economic life of a digital
switch is now seven years instead of the eighteen years approved for LRSIC studies,
then Ameritech should be able to show a dramatically accelerated replacement
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schedule for tho.. switches consistent w1th the rMIW economic lif.. It did not. If new
entrants are d.manding ltate of the art function.Uti••, then Ameritech should be able
to show examples, and demonstrate the effects and time frames involved. It did not.

Rather than present detailed evidence in support of its proposal, Ameritech
Illinois prefers to whine repeatedly about this Commlsaion's refusal to permit it, at the
very end of the evidentiary proceedings, to conduct utensive discovery regarding
AT&T's wir.I... technology announcement. The FCC Order suggests that TELRIC
prices should be billed on the use of the most efficient telecommunications technology
cyrttntly av,it.bte and the lowest-cost network configuration, given the existing
location of the incumbent LEC's WItt centers. Ameritech concedes that AT&T's
technology is still in the testing stage, !)wt it asserts that it is appropriate to evaluate a
seven-year horizon, and therefore an evaluation of the announcement is relevant to the
establishment of depreciation rates. We disagr... First, the information was sought far
too late in the proceeding to permit a fair and meaningfUl evaluation of whatever data
may exist. .Second, it would .be inappropriate and highly misleading to focus on a single
firm's technQo;y and rNII'ket entry plan$ as they may (or may nol) affect the economic
lives of Arneriteeh Illinois' plant assets without also considering the numerous other
petential entrants Which may require UNEs and interconnection. (As an aside we note
that PCS providers have not, as yet, participated in Commiuion proceedings). Third. if
we attempted in this proceeding to establish deprKiation rate. based on some
asse.sment of what market conditions may look like seven years from now, we could
obtain the same likelihood of accuracy by consulting tea le.ves. We do nat believe that
"forward-looking" is synonymous with "gross speculation." We certainly cannot inf.r
that the Company's proposed depreciation lives are appropriate on the basis of its
hyperbolic claim that AT&T's technology may obsolete Ameritech'. network overnight,
..,or can we accept the argument thal If we do not adopt its proposal we sre somehow
Interfering with its relationsnip with its shareholders.

We do share the Company', concern that the depreciation rates approved in the
alternative regulation proceeding are now somewhat dated and do not adequately
reflect consideration of more recent marketplace and regulatory developments which
may have had some Impact on economic lives. These developments should be
accorded some weight in the selection of appropriate depreciation rates used in a
forward-looking TELRIC study. Accordingly, we will not adopt Staff's suggestion to use
the projection lives adopted in Docket 92-0448.

We believe that the projection lives and future net salvage percentages
underlying the depreciation rates prescribed for Ameritech Illinois by the FCC as set
forth in the FCC's annual update of depreciation fates SMould be used in the TELRIC
calculations. (FCC 96·22 adopted January 25, 1996). They reflect the most recent
credible and comprehensive evaluation of depreciatton in the record. We are
persuaded by Mr. Majoros' testimony that the FCC projected lives are reasonably
forward-looking. We note that the FCC has stated that they are based on a detailed
analysis of each carrier's most recent retirement patterns, the carrier's plans. and

21

02/18/98 WED 17:01 [TX/Rl NO 5110]



96-0.86/96-0569
Consot.

current technological developments and trends. Indeed, Mr. Majoros demo~strate~ tha~
the FCC's preseribed projection ttves ar. signific.8ntly shorter It'tan Amerlted'! IIl1no.s
recent historical indications. Contrary to the su...tion th8t the rates are based on the
FCC Staff's views of the marketplsce. Ameritech has hed the opportunity to participate
fully in the development of the FCC's rates. We recognize that ttw FCC hal e.,.ssed
scme gen.r.' reservations as to whether its represcription process adequately reflects
the nascent competitive environment. but we ha\le no evidence which suggests that
any shortcomings which the FCC may perceive are likely to lead to. or require. the
drastic changes in service life assumptions advocated by Amerltech illinois.

3. /Jill Factors

This section of the Order presents the parties' posibons on the appropriate
utilization assumption to be used in Amerit.chls TELRIC studies. Unit costs are
derived from total costs in tt'le TELRIC methodology by dividing the total cost
associated with the element by a utilization assumption (''filt feetor"). FiJI factors
represent an estimate of the proportion of a faeiUty that actually will be used by
customers for network access. The higMr the fill fador, the lower the unit cost of the
element. an else being equal. Conversely, the lawer lhe fill fador. the higher the unit
cost of the element, all else being equal. Three different approaches to fill factors have
been Identified in this case: actual, usable capacity and target fill factors.

The FCC Order addresses the issue of the appropriate fill fadors to be used in
TElRIC studies. The FCC suggests that: "Per unit costs shell be derived from total
costs using reasonably accurate "fill fadors"; that is. the per-unit costs associated With
the element by a reasonable projection of the actual total usage of the element.

Position of Amerttech Illinois

Ameritecn Illinois applied filt factors to calculate investment easts for loops and
other unbundled network elements and seNices. Prior to the 1996 Act, the Company
says It employed usable capacity fills in retail service cost proceedings. For many
elements in its TELRIC study it used fill factors which were identical to the LRSIC fill
factors but for others (primarily loops and ports), it made modifications.

Company witness Palmer recommends using a target fill factor as the network
utilization assumption for the TELRIC studies instead of the usable capacity
assumption used for the LRSIC studies He defines a target fill fador as the optimal
usage level above which it IS more cost effective to add plant and capacity than to
Increase the utilization of the existing plant. (AI Ex. 3.1 at 15). The Illinois Cost of
ServIce Rule defines usable capaeity as the maximum physical capacity of the
eQuipment or resource less any capaeity required for maintenance, testing, or
administrati-we purposes. (83 Illinois Administrative Code Part 791.20(n)). Ameriteeh
maintains that Its target fill factors for most elements are less than the usable capaelty.

29



......~ .. =,";-C .' ,-_

96..Q486/96-0569
Conlot.

The Company first made a '"...., look" adjusiment to its us'" capacity fills
based on its pcsition that uslble capacity filts would shrink .s the network capacity
required for maintenance, testing, and administrative purposes increaud due to the
riM in unbundling and chuming expected in the wake of the Ad. it later made an
addltlona' adjustment to arrive at its target fill factor proposal atter t.... FCC issued its
COlt rules in its FCC Order, which Ameritech says prescribed the use of "reasonably
accurate" fill fa,etors. According to the Company, its target fin factor modifications
reflected the qualitative change in methodology from usable to reasonably accurate fill.
It asserts that it kept its TELRICs conservatively low by using target fill fadors higher
than the actual fills it believes were authorized by tne FCC. (AI Ex. 3.1 at , ••, 5). It
asserts that if it had used actual fills, its calculated costs would have been higher.

Position of Int.,,8nors

AT&T witness Henson states that Ameritech's as.enion that the modified fill
factors renect efficient network use is directly contradicted by its own operating
guidelines. (AT&T Ex. 1.0 at 43). TNt target fill factora deviate from the usable
capacity fills set forth in Amentsch's own LFtSIC methodology ill contained in the
Amerit.eh Cost Anllysis Resource (ACAR). Hs racammends that the Commission
order Ameritech to us. the fill fadors it pr.sently uses in LRSIC studies. (AT&T Ex. 1.2
at 20). AT&T and MCI assert that the ACAR sets forth the pricing guideline. that must
be used so that the services makes money. They observe that the ACAR's definition of
LRSIC contradicts its insistence in this case that fill factors contained in the ACAR
reflect theoretical utilization levels which do not reflect actual operating conditions. In
fact. tt'ley note tt'lat the ACAR defines usable capacity as the "maximum physical
capacity of the equipment or resource less any capacity required for maintenance,
testing or administratiY& purposes." !si., Tab 3. at 4. Thus. AT&T and Mel maintain
that the usable capacity fill factors in the ACAR represent tt'le appropriate fill factors to
account for administration, maintenance and testing in a forward-looking, most efficient
network as determined by Ameritech's own engineering experts.

AT&T and Mel also point to a document titled "Ameritech Engineering General
Letter AMGLCSI..oo'6B. December 1992. Target Percentage Fill for Digital Switches."
That document (in evidence as AT&T Cross Ex. 3P) discusses tt'le rationale for
Increases in the fill factor for digital SWItches from 95% to 97°.4 for use in Ameritech's
LRSIC study. (AT&T Crols Ex. 3P. at 2). That letter also indicates that utilization was
Increased to position Amenteeh as a competltlye low cost unit provider and to Keep a
high percentage of usage. AT&T asserts that Amerit.ch's own documentation and
testimony demonstrates that its LRSIC methodology is forward·looking and reflects the
most efficient mode of operation. AT&T and Mel also maintain that the FCC Order and
the Commission's COlt of Service Rules do not permit the use of actual fill factors
They contend that actual fill levels are Simply antitt'letleal to a forward-looking, efficient
network.
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AT&T witnesses allo questioned Ameriteeh Illinois' motivation, given the timing
of tna target capacity fill factor adjustment. For example. Mr. Henson points out that
Ameritech J)8rformed calculations based on the "frash look" fill fadors which gave Its
TELRIC UNE plicas in late June 1996. (AT&T Ex. '.0, at ~; Tr. 276). Tnese ''fresh
look" fills for fHdet' and distribution facilities were rHURd just one month later,
although it is highly unlikely any maior new engin_ling devetopments occurred during
this one-month period. More likely, according to Mr. Henson, Ameritech Illinois was
experimenting with input fadors in order get a sense of the r.,.tionsnip between fill
factors and the corresponding cost study results. (AT&T Ex. 1.0, at 44). AT&T also
questions the Company's motives because it began recalculating its TELRIC studies
using the target capacity adjustments prior to issuance of the FCC Order.

AT&T and Mel further maintain that Ameritech has misapplied the per unit
formulas contained in the FCC Order and the Illinois Cost of Service Rules. These
parties object to the contention that if it can calculate the additional number of access
lines it expects to service over the period of the study, it can include tnat investment in
its TELRIC calculations. TheV argue that under tne FCC Order and the Commission's
Cost of Service Rules, Ameritech has two obligations it must meet in order to include
additional spare capacity investment in its TELRIC studies. First, it must substantiate
the level of re.sonaely foreseeable capacity that it includes in that investment number
(i.e., how many additional lines are reasonably foreseeable). Second, in calculating its
per unIt cost. it must divide that investment figure by a reasonable projection of the sum
of the total number of units of that element that tne ILEe is likely to provide to
requesting carriers i.!S the total number of units of that .Iement the IlEe itself is likely
to use in offering its own seNices. ~ 83 Itl. Adm. Code, Parts 791.40 and 791.70;
FCC Order 682}. AT&T and MCI maintain that Ameritech has not properly implemented
this standard because it has not used proieete;d werking pairs, only current worxing
pairs. They argue that by including growth-related spar. investment. but not identifying
the reasonable ;ro18ction of usage for which it was calculating investment. Ameritech
Illinois has selected only part of the equation set forth by the FCC and thiS
Commission. They also maintaIn that when applied properly, the FCC Order and the
Commission's Cost of Service Rules require the removal of growth-related spare
capacity related to maintenance, testing and administrative purposes.

Ameritech Illinois respondS that there is nothing ·suspiciousY about how It
modified the fill factor assumptions to comp1v with the emergIng unbundled
environment and FCC regUlations. It argues that the AT&T brief reads as if there were
no 1995 Act and insists on models which were deyeioped prior to the Act for altogether
different purposes. It also maintains tnat although Staff and AT&T/Mel argue that the
FCC's reasonable projection language does not encompass Ameriteeh IllinOIS' actual
fills, they offer no reason to belieYe that its actual fills do not represent a reasonable
prOjection going forward, especially since actual fills are likely to decrease as
competition develops. It avers that actual fills always should be less than target filts
because a target fill represents the POint at which network capacity IS increased,
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thentby reducing the portion that is actuafly utilized. Ameritech believ.s it has taken a
con..rvative approaen.

With respect to Dr. Ankum's arguments. Ameritec:h Illinois contends that "e is
proposing an magical unit cost formula in which Doth the numerator and denominator
include a projection of usage that aUows for growttwetated spare capacity. It argues
thllt tM effect woutd be to preclude the recovery of investment in spar. capacity, much
of whiCh is Intended to serve current, not future customers.

Position of Staff

Staff witnesses Gasparin and Hendricks present target fiU factors that Staff
considers to be forward-looking reasonable projeCtions of efficient network fill. It
maintains that these target fill factors are efficient because at levels above the target fill
it would be more cost efficient to add new plant than to continue to operate at higher
utilization I.vels. (St8ff Ez. 5.02 at 5). Staff's target fill fllCtOrs are equal to ArneritftCh
Illinois' "fr.sh look" (or engineered utilization) flldors. (Staff Ex. 6.02 at '4). Staff
recommends that the Commission order Ameritech to use Staff's recommended target
fill factors for interim use ,n establishing TELR'C prices because these target fill fadors
represent the most efficient network utilization assumptions presented in this
proceeding. (Tr. at 2(41).

However. Mr. Hendricks states that Staffs target fill factors are not consistent
with tM "reasonably accurate fiU factors" prescribed by the FCC for its TELRIC
methodology because the target fill factors are not a reasonable projection of network
usage given current levels of network usage. (Staff Ex. 5.02 at 5). Therefore, Mr.
Hendridts states that in the long term a reasonable projection of anticipated network
usage should be used in setting fill factors. (Staff Ex. 5.02 at 6 and Tr. at 2(41). Mr.
Hendric:ics states that a pricing methodOlogy which uses II projection of network fill will
recover the full costs of deploying network facilities since spare capacity will be
Included in the prices. H. states that all carriers should contribute to the cost of spare
capacity since all carriers enjoy the benefit of haVing spare capacity available to meet
demand. (Staff Ex. 5.02 at 6). Mr. Hendricks stated that if the Commission decided to
use reasonable projection estimates fer fill factors, he would be willing to work with all
the parties Involved in this proceeding to come up 'with a methOdology for determining
reasonable projections. (Tr. at 2045). Staff urges the Commission to reject Mr.
Palmer'S claim that current actual fills are the same as reasonable fill projections
because current is not synonymous with prOJection.

Commission Analysis and Co"cluslon

We are unWilling to conclude that the process of establishing TELRIC based
prices for UNEs represents such a unique activity that it renders the existing cost of
service rules codified at 83 III. Adm. Cede 791 Irrelevant in this proceeding. However,
we also do not believe that the methodelogles described there should be conclusive.
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eased on our eveluatian of the evidence an this issue, we cannot reconcile the
FCC Order with the coat of service rule as r••dily as ATTIMCllune.t. Regardless of
wt\at some ilo.ated p..... in Ameritecn Illinois' inteme' manual may uy about what
its autnar believes the process will or wen't ultimately achieve, the determination of fill
factors was designed to be in compliance with our cost of service rules, Section 791.70
provide.:

Utilization factors. The utilization factor measures the usable capacity of a
capital resource pursuant to the definition of usable capacity in Section
791.20(n). Investment shall be adjusted to reflect the ulable capacity by dividing
the doltar amount of investment by the utilization factor estimated pursuant to
this Section.

Section 79' .20 provides:

Usable capacity is the maximum physical C8pecity of the equipment or resource
less any capacity required for maintenance, testing or administrative purposes.

We note that the Company's LRSIC stUdies nave been reviewed in numerous
proceedings and we are unaW8re of any claims that its utilization factors measured
something other than the ·usable capacity" which our rule requires. Therefore, a
conclusion at this time that -maximum physical capacitY' is the same as the FCC's
"reasonable projedion of the actual total usage of the element- seems completely
unwarranted. At a minimum, the change in the suggested measurement warrants a
reexamination of the proper measure of fill factors to be used for TELRIC pricing.

We also find nothing particularly troubling about the timing of the Company's
adjustments. First, it is not surprising that it would review existing cost studies in
preparation for an upcoming pricing docket. The fresh look adjustment was based on
perceived changes in capacity required for maintenance, testing and administrative
pUl1'oses and, although the merits of the adjustments may be disputed, they do fall
squarely within the definitions in the cost of seNice rule and are therefore fair game
Second, wt1ile AT&TIMCI correctly note that the second round of modifications, the
target fill adjustments, were made prtor to issuance of the FCC Order, Mr. Palmer
eltplalned that it resulted from ongoing discussions with the FCC (Tr. 304-305). The
parties are advised that, in general. we prefer to focus on the merits rather than the
motivations.

Nevertheless, we ncte the sabering analysis provided by AT&T witness Webber
who showed that Ameritech's TELRIC-based rates for certain UNEs are nearly double
the lRSIC It computed over the recent past A significant portion of this differentIal
results from the proposed fill factor reductions. (AT&T Ex. 2.2P). This highlights the
Importance of inSIsting that fill factor assumptions be supported by adequate evidence

02/18/98 WED 17:01 [TX/Rl NO 5110)



96-0486/96-0569
Conso!.

We wm adopt ·t.-ger fill factors as suggest" by Mr. PatfTMlt', becIIuse we agree
with him that TElRIC- based pricel are re.oneb'y baed on the "optimal usage level
above which It il mont COlt effective to add plant and capacity rather than inc:rMs. the
utilizlltion of the existing plent: We are not persuaded that AT&T's lind Mel's
pref8rence for me LRSIC standard of usable ~ity adaqu.tely rwfIec:ts thil impartant
efficiency factor. In addition the differenea between usabl. capacity and target capacity
provid.s capacity to me.t growth. Wnan the target is reacned more capacity needs to
be added.

On the other nand, we also do not believe that the Company has adequately
supported the magnitude of its proposed changes. Just as it did with regard to its
depreciation assumptions, Ameritech Illinois' case regarding fill factors can best be
summarized as "things have changed, here are the new numbers.· The lack of clarity
In the proposal is amply demonstrated by the fact that it was not until the surrebuttal
stage of the proceeding that Staff witness Hendricks realized that the Company was n2!
basing its anatysis on the TELRIC methOdology outlined in the FCC Order. but was
using target utilizations based on englneerjng estimates of efficient netwDri( utilization
(Staff Ex. 5.02 at 2).

Apparently in recognition of the paucity of evidence it has provided. Ameritech in
its Reply Brief suggests the novel concept that as long as it provides to other parties
during discovery the WOf1cpapers underlying its calculations, it is the other parties which
must present evidence rebutting its methodology. The Company apparently has
forgotten that under the Illinois Public Utilities Ad, it and it alone, bears the burden of
proving that proposed rates are just and reasonabte.

We will use the target fills that Staff proposed. We note that Staff reViewed the
same data relied upon by Amerit.ch Illinois to develop the targets. Furthermore, Staff
used the same standard that Mr. Palmer proposed -.vt'lich we quoted above. Staffs
analysis was essentially unrebuned. We believe that the change in methodology from
usable capacity to target capacity will take into account the emerging unbundled
environment appropriately and adequately.

We are net persuaded that an additional proceeding to consider methodologies
for determining prejections of actual use would be beneficial. The "projections of actual
use" approach was clearly identified in the FCC's Order in eany August 1996, and
neither Ameritech Illinois, An/MCI, Staff nor any other party chose to develop a fill
factor proposal based on that measure We are extremely concerned about numerous
rounds of titigiltion regarding the same subject matter. If local exchange competition is
to develop, potential competitors require a stable pricing environment within which to
develop bUSiness plans. That will not be pOSSible if we are relitigating significant
assumptions underlying prices.

We are also persuaded that Ameritech's unit cost formula has been applied
properly. Contrary to AT&T/Mel's contentions, there is nothing in the FCC Order or our
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cost at service rule. whic:h can re.sonably be interpreted as requiring that all growt~

related spare capacity be removed from TElRIC rates.

As noted by AT&T witness Webber, the adoption of cost of capita'. depreciation
economic Ii~s. and fill factors which "'ary from tnose used by Ameritech Illinois in its
TELRIC studies will necessitate the recalculation of the annual charge factors using
the new assumptions. The recalculated ACFs atong with the modified fill factors should
then be substituted as inputs into the TElRIC studies as replacements for tne ACFs
and fill factol'$ which Ameriteen proposed.

It is ironic that Ameritech Illinois suggests that in its future LRSIC studies it
should utilize the same assumptions regarding cost of capital, economic lives, and fill
fadors as are adophld here. We r.jed the sug..stion et this time. Ameritech Illinois
has repeatedly taken the position that the LRSIC studies serva an entirely different
purpose than the setting of UNE prices, and has proposed significant modifications to
the methOdologies we ha..,e used in the past to determine input assumptions. Indeed,
we hava departed in a number of respects from our existing approach. The
methodology for conducting the LRSIC cost studies has been established by rule ana is
applicable to all telecommunications carriers. All interested parties should have an
opportunity to respond to any changes to the rule wt'tich may be necessitated by our
decisions in this proceeding.

C. Shared and Common Costs

Position of Ameritech Illinois

Ameritech Illinois retained the international accounting and conSUlting firm of
Artnur Andersen rAndersen-), a part of Andersen World\Nide, to identify and assign
shared and common costs assocIated with Ameritech Illinois' provision of
Interconnection, UNEs, and local transport and termination. As Ameritech Illinois
witness Broadhurst explaIned, Andersen developed a methodology for analyzing and
attributing shared and common costs that it believed was consistent with the FCC
Order. Andersen defined ·shared costs- to be those costs incurred to provide two or
more UNEs (including collocation and local transport and termination services) but
WhIch are unrelated to products and services that are not UNEs. It defined wcommon
costs" to be those casts that are Incurred to operate the business as a whole and are
not directly associated with any individual UNEs, products or services or any groups
thereof. Mr. Broadhurst states further that snared costs are synonymous with tne term
Joint costs used by the FCC. (AI Ex. 4.0, p. 3). Andersen attributed shared and
common costs, once they were identIfied. to individual UNEs (including collocation and
local transport and termination services) based on measures of cost causation when
available, or on accepted allocation methods when measures of cost causation did not
eXISt.
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Based on interviews of Ameritech personna' ana its analysis of Ameritech's
operations, Andersen determined that shared and common costs IIttributabie to UNEs
originated primarily from four business units serving wholesate customers of Ameritecn:
Arneritech Information Business Services (AilS) serving whoNl.... customers of
Ameritech Local Exchange Services anet PradudS; Network services, the business unit
that ptans, CIOnltrud', oper8tes, mIIint.in. and mana.. ·Ameritec:h'. integrated
wirelin. telecommunications network; Centr8lized Services, wnK:h provides to
Amentec:h lIIinoi. and other Atneritech entities ~ministrative and other services on a
centralized basis; Corperate, the headquarters group that provides Amerited'l Illinois
and other Amerit.en affiliates services such as finance, legal, and investor relation
services. (AI Ex. 4.0, p. 4).

Mr. Broadhurst statect that the FCC speciftee:t that shllf'8d and common costs are
to be forward-looking, and Ameritech conduded that shared and common COlts for
calendar ye.,. 1997 were most cansistent with thil requilllment. Additionally, Mr.
Broadhurst indicated t..... Amemach Illinois had not compl.ed ita 1997 budgets at the
time Artnur Andersen prepared its study. so prel;minary 1997 budgets were used. He
stated further that ,.. actual year to date .-pen..s we,.. used as a basil for bre.king
down 1997 Network Services Budget to the level of detail reQuired by Arthur
Andersen's analysis. (AI Ex. ".0, p. 5). He said that Anawsen did not perform an
•independent" e"alualion of the efficiency of Am.ritech' operations as pINt of its
analysis of the 1997 budget data, coneluding that numerous other faetors ensured that
the data reflected efficiently-incurred costs.

Arthur Andersen then conducted more interviews with Ameritech personnel and
performed analyses to assign 1997 projected costs into 7 categories:

,.
UNEs.

2.
UNEs.

3.
4
5.
6.
7,

Volume sensitive costs already reflected in TELRIC studies of indiVidual

Non-volume sensitiye costs not induded in TELRIC studies of individual

Costs directly attributable to retail services.
Costs directly attributable to non-UNE wholesale services.
Costs shared among UNEs.
Costs shared among wtlolesale services, including UNEs.
COlts common to UNEs, whelesale and retail services.

Costs in categories 1-4 were not allocated as shared and common costs.
Category 2 costs were added to TELRICs, but not to shared and common costs.
Categories 5-7 were apportioned to UNEs, (AI Ex. 4.0, p. 9). Ameritech Illinois also
maIntaIns that Andersen also excluded from its analysis any capital-related costs of
fIxed assets contained in the four organization budgets reviewed. even though some of
those costs likely would have been classified as common costs on further analySIS.

36



96..0486/96-0569
Canso\.

Category 5 costs were attributed to indiv,duaiUNEs by applying to tho.. costs a
ratio for each UNE consisting of the "extended TELRIC· of tne individual UNE divided
by the -extended TELftlCs· of an UN!s, The "e.ended TElRtes- were eatculated for
each UHE by mUltiplying the TELRtC volume-sensitive unit cost of the UN! by the
forecasted 1117 demand in units for that UNE. For Category 6 costs, And• ." first
divided the. costs t.tween UN!s a. a group and other AilS whole..I. products and
sel"Vices, based on the relativ. expenses of such categories occurring within AilS. Tne
resulting shared costs assigned to UNEs as a group were then further attributed to
individual UN!s in the Mme manner as Category 5 snared costs. For Category 7
cests. or cammon costs, Andersen first divided these costs between Ameritee:n' retail
and who'esal. business units based either on me.sures of COlt cau.atton or the
relative total expenses of the pertinent products and services, as applicable. The
common costs assigned to who'esale products and serviall (AilS) were then further
attributed to UNEs in the same manner as Category 6 snared costs.

With respect to unbundted loops. Category 5,6, and 7 casts were first attributed
to unbundled loop UNEs for e.ch of the five Ameriteeh states basad on the respective
Uextended TELRICs· of all unbundled loops in each stat., divided by the -eatended
TELRICs· of all UNEs ragionwide. These state-specific, aggregate unbundled loop
shared costs were then further assigned to each type of loop wtthin the state and
among lOops in each of the state rate ZOMes (for Illinois, rat. zones A. B. and C) using
an equal dollar amount per loop, computed by dividing tn. stat.specmc aggregate
costs by the total number of forecasted unbundled loops for the state. On averag.,
Ameriteen IllinoiS' allocation of shared and common costs to UNEs is 29 percent of the
"extended TELRIC: (AI Ex. 4.0, P 14)

Intervenor Positions

AT&T and MCI maintain that the Andersen study should be rejeded based on
legal conSiderations and/or upon implementation errors. They argue that under both
the Local SeNies Rules and the FCC Order, all claims by incumbent LECs s••king to.
recover shared and common costs must clear three hurdles. First, such claimed costs
must be based on a fOfVIard-looklng methodology ICC Cost of Service Rules
§791.20(c) Second, all shared and common costs must be capable of "reasonable
allocation." FCC Order 11 696 Finally, they say costs must not be unduly
:Jlscrlminatory, citing to Act § 251 (c}(2) and (3), and the 111. Public Utilities Act §§ 9
10' and 9-241. AT&T and MCI claim that the Andersen study fails to clear any of these
hurdles.

According to AT&T and MCI the Andersen methodology for identifyIng and
attributing shared and common costs is not forward·looking in accordance with the 
FCC's TELRIC methodOlogy and the Commission's Local SeNice Rules, because It
used Amentecn's own 1997 projected budgets AT&T and MCI posit that in some
Instances Andersen had to fill gaps In Ameritech's projected budgets by uSing
Information from 1996 budgets (Tr. 650-51). AT&T and Mel assert that even if the
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AnderSen study used only '117 projKted budgetary information, such COltS I in order to
be truly forward-looking, would ""ave to exclude ona-time expanse items whietl are not
liDly ta r4lOCQM'. Heweve', they obsetve that Andersen failed to edmine the projected
1997 budget data to SM if costs were included which would not rea.onably be
expected to reoccur on an annual basis. Mr. Hanlon testified that 1997 budget d.ta
does not account for the fact th. overheads for aU competitors win be reduced as the
market becomes mar. competitive.

AT&T and MCI .tao claim that taking the next operating budget without
analyzing whether those costs would be incurred using the latest technologies results
in nothing more than a projected embedded cost study, which is specifically prohibited
by the Section 252(d)(1) of the Ad. (MCI Exhibit 2.0. pp. 71-73). Dr. Ankum claimed
tnat a forward-looking telecommunications system today could eaped costs to be 30
percent below historic levets, leading to the conclusion that forward-looking companies
have lower snared and common costs. (Mel Ex. 2.0P, p. 78). He further contended that
beCliuse the efficiency Cliterio" was ignored, the Andersen study overestimates the
true shared and common coats of Amerit.ch by at l.ast 20 percent. (Id., p. 79).

AT&T and MCI argue that a number of the shared costs allocated to UNEs a,e
unreasonable and in violation of the Commis$ion's Cost of Service Rules. Dr. Ankum
objected to certain costs wt'tich he believes snoujd have been eJim;nated from the
allocation process because the costs, based on the title of the employees performing
the worle., are retail-related. (ld" pp. 94-106). AT&T and MCI al80 identified tne
salaries, benefits, and otner employee related expenses fOt personnel who Ameritech
claims supply services solely for unbundled elements in the AilS business unit. They
allege that these employees were simply designated by Ameriteen personnel from
headcount charts, and assigned to unbundled elements for snared cost purposes. ~,

p , 08) They also claim Andersen did not undertake an in-depth independent review
of the dIrect assignments, amount of dollars in the budgets, and personnel assigned to
the vanous supervisors. They maintain that some' 7.95 percent of the wages, benefits,
and other associated costs from AilS were misallocated as joint costs directly to UNEs.
(Mel Ex. 2.0, pp. 97-99). Another misassignment of costs to UNEs in the AilS bUdget,
according to Dr. Ankum, involves tne allocation to joint costs of all computer-related'
expenses for all new AilS employees, not just those employees serving unbundled
elements. (.!!iL.. p. 112).

Similar mIsallocations occurred in almost every business unit according to AT&T
and Mel. In tne Corporate bUSiness unit budget, the amount whictl was directly
assigned to UNEs reflects the sum of the corporate strategy department, the public
policy department, and the corporate legal department. Dr. Ankum maintains that the
expense descTlptlons reveals nothing to distinguish these assignments directly to
UNEs (!.~. pp. '12-15). Dr. Ankum recommends moving these expenses over to
common costs to be shared by all. (Id., p. 113).
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AT&T ~d Mel argue that tne corporate leg.' depanment costs directly assigned
to UNE. are tOWlly inappropriate and should be removed entire4y. The bulk of these
expenses are outside counsel fees related to arbitrations, statltm8f'tl$ of gen....lly
available terms and conditiOl"ls, tariff filings and associated cost proceedings, and the
resulting litigation. AT&T and Mel then argue that the corporate legal department
expenses are an unreasonabte a.lignment to UNe, for a number of re.sons. (~, pp.
114-16). First, these expenses are not forward-looking. Next, the costs of
Implementing the Act, particularly the legal costs of implementation, cannot solely be
the burden of unbundled efements. A final reason is one of fundamental faimess.
AT&T and MCI explain that during the arbitrations to open the market to competition,
Ameritech took positionl large'y viewed as hostile to the new entrants. To maKe new
entrants, who have paid tn.ir own legal expenses in the arbitration proceeding., turn
around and fund their opposition's legal expenses is inequitabte. For all of these
re.sons, AT&T and MCI IUWHt excluding from bath shared and common casts the
entire assignment of expenses associated with the corporate legal department.

AT&T and MCI also object to tn. shared cost assignment from the Ameriteeh
Operating Companies (AOC)/State Administrations unit. These eonsist of consultant
fees and wage and benefit costs. (Mel Ex. 2.0P, p. 103). Because the consultant fees
are obviously one-time expenses related to implementing the pro"isions of the Ad, Dr.
Ankum recommends removing them from the shared costs category. (!9:-, pp. 103-(4).
The r8maining wages and benefits which have been assigned as shared costs to UNEs
are also suspect. Therefore. Or. Ankum suggests reassigning these latter public policy
expenses to common eosts. <.!5L. PP. 1oe-D7). AT&T and MCI maintain that the legal
expenses associated with AOC/Slate Admin;strative unit should be excluded from
recovery as a shared cost. (MCI Ex. 2.0P, pp. '03..(5). In total,Dr. Ankum contends
that these exclusions and reassIgnments result in a shared cost mark-up for
Ameritech's extended TELRICs of 6.06%. rather than the 17.5 percent proposed by
Andersen (Id., PI'. , 06-1 07).

AT&T and Mel also contend that many of the common costs assigned to UNEs
are unreasonable because both the methodology used to identify Items for assignment
as well as the allocation methodOlogy are flawed. The most obvious offenders which
should be excluded from common costs include the expenses associated with the
Amerltech Senior Golf Tournament, the sky boxes at various sporting arenas, the
Museum of Science and Industry In Chicago, the Ameritecn Cup expenses, the
performances at the White House and other corporate charitable contributions. (Mel
Ex. 2.0P, pp. '09-' '0; AT&T Ex. , .OP, pp. 57-59). AT&T and Mel reason that such
promotional advertising and corporate charitable contributions would have been
rejected by this Commission had Ameritech tried to recover such Items in a rate case.

Dr. Ankum also maintains there are misallocations among the fcur business
units (Network Services, ACe/State Administration, Corporate, and AilS) whIch seNe
as a source of common costs. Scme examples of misassigned expenses InclUde retail
expenses related to printing Amentech's customers bills, items related to handling
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retum mail. duplicate billing and special bill processing, and remittance of Amer,tech
customer bill payment. (Mel Ex. 2.0P, pp. 110-111). n... retail related expenses
were not identifi. in the Andersen study, according to AT&T and Mel, due to the lack
of. comprehensive study. As support for this assertion, AT&T and Mel point to the
workpapers to support the proposition that only one memorandum went out to tne
various Amerited'\ departments an<t thm memorandum requested tnat departments
identify costs assoeiated with unbundling operations. (MCI Cross Ex. 3P; Tr. 74'-42).

AT&T and MCI ne~ challenge tna allocation scneme for the assignment of
common costs to UNEs. (MCI Cross Ex. 3P; Tr. 741-42). AT&T and MCI argue that
since tne.. are common costs, they should be allocated uniformly so that each
Amentech business activity receive. a fair and equal snare of the ganeral company
overhead. Ander.en's study, however, allocates common costs through a series of
ratios. This proceu become. even more comptex when Ander..n consolidates certain
common costs in business units then re.llocates out the discre" services. ATIT and
Met argue that neither Amerltech nor Andersen could provide any meaningful
explanation as to why tnis comple. altocation system was applied to common costs
other than that is the method used by Ameriteen for internal budgeting purposes.
{AT&TIMCI Initial Joint Brief, p. 124}. They maintain this is a discriminatory practice.

AT&T and Mel argue that a C8t8gory of non-core telephone competitive
businesses known as New ventures have been excluded from the allocation process.
(AT&T Cross Ex. 4; Tr. 777). Because of this exclusion, tne ratio of non-core to core
telephone activities has been decreased, thereby increasing the amount of common
costs that ultimately are assigned to UNEs. (AT&TIMeI tnitial Joint 8rief p. , 25).
Another example of this discriminatory allocation methodology is, according to AT&T
and Mel. tnat unbundled elements are ultimately assigned aboYt 2.3% of all corporate
common eosts while Amerited'l's overseas investments are allocated less than 1D~ of
corporate c;ommon costs. (AT&T Cross Ex. 5, p. 20; Mel Cross Ex. 13P). In sum,
AT&T and MCI conclude tnat if costs are truly common and cannot be assigned by use,
then the allocation snou'd be uniform and eC1uaJ.

AT&TIMCI also object to the allocation methodology used by Andersen. The
study distributes the forecasted pool of shared and common costs by uSIng the ratio of
ex1ended TElRICs for loops over the extended TELRICs for all elements. They claim
that the principal difficulty with such an approach is that this distribution method is
Critically dependent on the demand forecast for loops. Amerltech's demand foreeasts
are themselves suspect, according to AT&T and MCI, because ne,ther Ameritech nor
Andersen prOduced the demand forecast and did not even present a witness to explain
and support the forecasted demand (!.Q.;., p. 128; Tr. 786·87, 847).

Dr. Ankum opines that Ameritech's proposed allocations are not consistent with
the competitIve objectives of the Act and the FCC Order. As an example, he states that
unbundled loops in business districts are burdened with hIgher mar1f.ups for shared and
common costs than their counterparts in more rural areas of the state. The percentage
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markup for balic busin.ls loops"in Rate Zone A is 4.9 times as large as the percentage
markUp for thoR same loops in Rate Zone C. Dr. Anlcum therefore recommends a
faxed percentage markup over TELRIC for all .".red and common costs. (ld., pp. 90
92). Mr. Henion and Dr. Ankum observe that using a mark-up methodology for
assigning shared and common casts to loops ensur.. that lower priced toops only bear
their fair share of the shared and common costs. (AT&TIMCI Initial Joint Brief, pp. 130
31). Consequently, no fixed cost price barrier is erected to competitive entry.

While not advocating the use of the Andersen methodology in order to assign
shared and common costs to UNEs, each of th.... witnesles for AT&T and Mel
attempted to make adjustments to the Andersen methodotOlY wnid'1 they believed
would bring it cloHr in line with the requirements of the 1He Ad. the FCC Order, and
the Commission's local service rules. First, AT&T witness Henson proposed to remove
retail-oriented costs by applying the 22% weighted average wholesale discount
prescribed by the Commission in the Ameritech wholesale case (Docket 95-0458/0531
Cons.). He then Su;gelts • method to convert Ameritech's 1997 accounting costs to
Mforward-Iooking eccnomic costs efficiently incurred,· usi"; 55% of the total accounting
costs incurred by Ameriteeh as a proxy for its forward-lookin; economic costs based on
Ameritech's comments to the FCC in Docket 96-98. Then, using 30% as the markup
Ameriteen is proposing in tnis proceeding. he adjusts that amount down to 12.9% using
the following formula:

30·~ x (1-22%) x 55%· 12.9%

(AT&T Ex. 1.0P. p. 62.)

Mr. Behounek, on behalf of both AT&T and Mel. also comments on the
calCUlations of shared and common costs Mr. Benounek recalcutates the shared and
common costs using Arthur Andersen's metrtodology and electronic spreadsheets
(AT&T/Mel Joint Exhibit 6.0, p. 3). First, however. Mr. Sehounek adjusts the starting
budget amounts by annualizing 8 months of 1996 actual expense figures .nd using that
calculated amount rather than the 1997 budget. His reasoning is that the 1997 budget
was not forward looking, and since Ameriteen chose not to use a forward-looking
expense View, it was more reliable to use annualized 1996 numbers that contained at
least a partial year of actual Bxpenses. He also believes that 1996 expenses include
costs associated with implementing tne Act, will not occur on a regUlar basis, and are
therefore higher than Ameritecn would normally incur. He admits that the 1996
expenses are not forward-looking, reflect embedded eXJ)8nses and in no way reflect
long-term efficiencies. Further, he believes that by using actual expenses, he has
conservatively accepted the framework that Ameritech nas proposed without further
overstatIng these figures in the manner suggested by Ameritech. (Id., p. 5). Finally,
Mr Benounek adjusts the 1996 budget projection by applying the Price Cap Index
formula used by Ameriteeh illinOIS for Its annual Alternative Regulation rate filing. ThiS
formula, as used by Mr. Behounek, reduces the 1996 budget projection to develop a
new base amount for 1997 in each of the four organizations. (Id., p. 6).
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